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CARLUZZO, Specia Trid Judge:  This case was heard pursuant to the provisions of
section 7463 of the Internal Revenue Code of 1986, as anended and in effect at
the time the petition was filed. The decision to be entered is not revi ewabl e by
any other court, and this opinion should not be cited as authority. Unless
ot herwi se indi cated, subsequent section references are to the Internal Revenue
Code of 1986, as anended and in effect for the
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years in issue. Al Rule references are to the Tax Court Rules of Practice and
Procedur e.

Respondent determ ned deficiencies in petitioners' 1993, 1994, and 1995
Federal incone taxes in the anobunts of $1, 445, $1,556, and $2, 132, respectively.
The issue for decision is whether for each year in issue the petitioners are
entitled to deduct, as trade or business expenses, health and |life insurance
prem uns and ot her nedi cal expenses.

Backgr ound

Sonme of the facts have been stipulated and are so found. Petitioners are
husband and wi fe. They have four children. At the tine the petition was filed,
petitioners resided in Westphalia, Iowa. References to petitioner are to Francis
H. Rueschenberg.

In 1983, petitioner started a carpet cleaning business (the business).
The busi ness was organi zed, owned, and operated as a sole proprietorship by
petitioner. Prior to 1993, Tanra Rueschenberg (Ms. Rueschenberg) provided
vari ous services to the business on an informal basis.

On or about Decenber 28, 1992, petitioner and Ms. Rueschenberg entered
into a "Witten Enpl oynent Agreenent” (the enploynment agreenent). The enpl oynent
agreenent is signed by Ms. Rueschenberg as the enpl oyee and petitioner as the
enpl oyer. The docunent is not dated; the parties have stipul ated the above
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date. In return for conpensation of $210 per nonth and ot her enpl oynent rel ated
benefits, Ms. Rueschenberg agreed to provide specified services as an enpl oyee
of petitioner in connection with the business.

The docunent that enbodi es the enpl oynent agreenent was part of a "turn
key" enmpl oynent benefits package system marketed by Total Admi nistrative
Servi ces Corporation (TASC), Mdison, Wsconsin under the trade nanes "Bi zpl an”
and "Agri Plan" (the benefits systen). The benefits system apparently included
various preprinted forms that could be used by a sole proprietor who hires a
spouse as an enpl oyee. The enpl oynment agreenent, for exanple, contains nunerous
preprinted provisions, with blank areas to be filled in specifying: (1) The
enpl oyer, (2) the enployee, (3) the type of business involved, (4) the nature of
services to be provided by the enpl oyee (foll owed by a paragraph that
provide to the enployer), (5) the anpbunt of the enpl oyee's conpensation, and (6)
paynment intervals. At the conclusion of the docunment the follow ng | egend
appears:



| MPORTANT NOTI CE:

The Witten Enpl oynent Agreenent included in your packet is a Sanple of
the type of agreenent that can be used between the enployer and the
enpl oyee (spouse).
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A Witten Enpl oynent Agreenent can be used to further solidify the forma
wor ki ng rel ati onshi p between the enpl oyer and enpl oyee(spouse).

However, the ability for a sole proprietor farmer or business owner to

t ake advantage of AgriPlan or BizPlan does not rely upon this witten
agreenent as |long as an Enpl oyer/ Enpl oyee rel ati onshi p exi sts.

In this case it appears that petitioners nerely filled in the bl anks on
t he "Sanpl e" agreenent.

As provided in section 3 of the enploynment agreenent, petitioner agreed to
provide "certain benefits according to the terns and provisions of an

establ i shed plan outlined in the Plan Sunmary." According to the "established
pl an", which was described in docunents prepared by TASC, petitioner nade
available to all "eligible" enployees of his business the foll ow ng benefits:

(1) Major nedical insurance coverage, (2) life insurance coverage, and (3)

rei mbursenment of covered nedi cal expenses for the enployee and the enpl oyee's
fam ly. Relevant for our purposes, to be eligible to participate in the plan an
enpl oyee nust have worked at |east 35 hours per week for petitioner. During the
years in issue, Ms. Rueschenberg was the only individual deened by petitioner
to be eligible to participate in the plan.

Al t hough the enpl oynment agreenent and ot her business records maintai ned by
petitioner indicate that Ms. Rueschenberg was paid on a nonthly basis, that was
not the case. Instead, she received her conpensation on an annual basis. On each
occasi on,
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petitioner would borrow t he anobunt she was to be paid. She would receive a check
for the appropriate anount and either endorse the check over to the | ender, or
cash the check and use the proceeds to satisfy the debt incurred by petitioner
in order to make the paynent to her. For each year in issue, petitioner issued a
Form W2 to Ms. Rueschenberg that reflected each paynent. Social Security and
Medi care taxes were withheld from Ms. Rueschenberg' s wages as though she were
petitioner's enpl oyee.

During each of the years in issue, Ms. Rueschenberg provided various
services to petitioner in connection with his carpet cleaning business. She
answer ed the phone, made appoi ntnents, kept certain books and records, ordered
suppl i es, picked up supplies, and assisted petitioner in certain cleaning jobs.
For purposes of trial she prepared a witten estinmate of the amount of hours she
spent each week in so doing; however no sinultaneous business records tracked
t he amount of time she spent working for the business during any of the years in
i ssue.

Petitioners filed tinely joint Federal incone tax returns for the years
1993, 1994, and 1995. They did not elect to item ze deductions for any of those
years. Included with each return is a Schedule C on which the follow ng itens of
i ncone and expenses of petitioner's carpet cleaning business are reported:
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Item 1993 1994 1995
G oss receipts, $18,178  $19, 252 $21, 827

O her i1 ncone 0 0 2, 007



Wages deducti on 2,520 2,520 2,520

Enpl oyee benefit 5,344 4,674 51000
prograns deduction

O her deducti ons 8, 291 7,737 11, 032

Net profit 2,023 4,321 5, 282

The deduction for wages for each year relates to the anount paid by
petitioner to Ms. Rueschenberg as descri bed above. The enpl oyee benefit
prograns deduction for each year relates to the anmount that petitioner paid for
heal th insurance for hinself and his famly, life insurance for Ms.
Rueschenber g, and nedi cal expenses not otherw se covered by the health
i nsur ance.

During the years in issue, petitioner and his famly were covered by a

heal th i nsurance policy issued by Blue Cross and Blue Shield of lowa. Petitioner
is the naned policy holder. Attributes of the policy include a $900 deductible
and nmaj or nedical coverage. This health insurance has been in affect since 1990.
The policy is described as a famly plan extending coverage to petitioners and
their four children. Petitioner paid $4,214.34 for this policy during 1993. This
amount was included in the enpl oyee benefits expense deduction clained for that
year.

During each year in issue Ms. Rueschenberg was the naned insured on a
termlife insurance policy. Petitioner was the named beneficiary. The cost of
the policy was approximately $100

[ PAGE 7]

per year. The premuns paid for this termlife insurance policy were included in
t he enpl oyee benefits expense deductions clained on the Schedules C for
petitioner's carpet cleaning business as |isted above.

During 1993 certai n nedi cal expenses totaling $1,029 were incurred by
petitioners or their children and included in the enpl oyee benefits expense
deduction clained for that year

In the notice of deficiency, for each year in issue, respondent disallowed
t he enpl oyee benefits expense deduction clainmed on the Schedule C. According to
t he expl anation contained in the notice of deficiency, the deduction was
di sal l owed for each year because petitioners failed to establish that it was "an
ordi nary and necessary busi ness expense" and the anobunt deducted each year "was
reasonable in amount in ternms of * * * (Ms. Rueschenberg's) overal
conpensation."” The other adjustnments made in the notice of deficiency are not in
di sput e.

Di scussi on

In general, a taxpayer is allowed a deduction for all ordinary and
necessary expenses paid or incurred during the taxable year in carrying on a
trade or business, including a reasonable allowance for salaries or other
conpensation for personal services actually rendered. See sec. 162(a)(1). A fair
readi ng of the explanation for the disallowances contained in the notice of
defici ency suggests that respondent denied the enpl oyee
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benefits deductions because, when added to Ms. Rueschenberg's wages, the total
anount of the conpensation petitioner paid to her for each year was not
reasonabl e.

At trial respondent retreated somewhat fromthe explanation provided in
the notice of deficiency and argued that the entire anmount of each deduction
here under consideration should be disall owed because (1) Ms. Rueschenberg was
not an enpl oyee of petitioner, but, if so, (2) she was not an eligible enployee
under the terns of the plan. Respondent further attacked the health and life
i nsurance conponents of each deduction by arguing (1) the cost of the health
i nsurance shoul d not be allowed as part of the deduction because the health
i nsurance policy was not issued to Ms. Rueschenberg but to petitioner, and (2)
the cost of Ms. Rueschenberg's life insurance should not be allowed as part of
t he deduction because petitioner was the naned beneficiary on Ms.



Rueschenberg's life insurance policy. According to respondent, petitioner's
arrangenent with Ms. Rueschenberg was an attenpt to convert nondeductible
personal expenses into deducti bl e business expenses.

Petitioners contend that Ms. Rueschenberg was a bona fide enpl oyee of
petitioner. They further contend that she was an eligible individual within the
nmeani ng of the plan and the benefits she received pursuant to the plan are
deducti bl e as ordinary and necessary busi ness expenses within the neani ng of
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section 162. We turn our attention first to Ms. Rueschenberg' s enpl oynment
status. Petitioners contend that Ms. Rueschenberg was petitioner's enpl oyee
during each year in issue; respondent disagrees. According to respondent, Ms.
Rueschenberg provided services to petitioner as the owner of the business not as
hi s enpl oyee, but as his spouse. There is no precise definition of the term
"enpl oyee" contained in the Internal Revenue Code that resolves the dispute
between the parties on this point. The question of whether an individual is an
enpl oyee of another is generally considered a question of fact. See Packard v.
Conmi ssioner, 63 T.C. 621, 629 (1975). In resolving such questions, this and

ot her Federal Courts apply what is cormmonly referred to as the common-1| aw t est
enbodi ed in sections 31-3121(d)-1(c)(2) and 31.3401(c)-1(b), Enploynment Tax
Regs. See Matthews v. Comm ssioner, 907 F.2d 1173, 1178 (D.C. Gr. 1990), affg.
92 T.C. 351 (1989); Packard v. Comm ssioner, supra. The fundanmental test in

est abl i shi ng whet her a conmon-| aw enpl oynent relationship exists is whether the
person for whom services are being perfornmed can control the manner, neans, and
ultimate result of the work.

Initially, we note that respondent’'s position on this point is greatly
underm ned by his failure to disallow the deduction for Ms. Rueschenberg's
wages cl ai ned each year. Be that as it may, Ms. Rueschenberg and petitioner
testified at trial and
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expl ai ned her role in connection with the business and the extent of his
authority over what she did. In this regard, we are satisfied that the services
she provided during each year in issue in connection with the business were
provi ded as petitioner's enployee rather than as his spouse.

Nevert hel ess, being petitioner's enployee does not in and of itself result
in the allowance of the deductions here in dispute. To qualify for a deduction
under section 162(a), an expense nmust be "ordinary and necessary”. In this case,
it woul d not have been "necessary" for petitioner to incur the enpl oyee benefit
expenses on behalf of Ms. Rueschenberg unless she was an "eligi bl e enpl oyee".

To be eligible for the enpl oyee benefits offered to the petitioner's
enpl oyees, the enpl oyee nust have worked at | east 35 hours per week. GCbviously,
wWith respect to their joint Federal inconme tax liability for each year, it
benefited petitioners to have Ms. Rueschenberg treated as an eligible enpl oyee
of petitioner. Al though petitioner, as the owner of the business, made the
determ nation that Ms. Rueschenberg worked at |east 35 hours per week and thus
was an eligible enployee, there is little evidence in the record to support his
determ nation on that point. There were no sinultaneous business records kept
that tracked the nunber of hours that she worked during any of the years in
i ssue. The anount of her wages for each year suggests

[ PAGE 11]

t hat she worked substantially less than the m ni mum anount required to be
eligible for benefits as an enpl oyee of the business. Ms. Rueschenberg's
attenpt to reconstruct the anount of time spent working for the business severa
years after the fact is not reliable enough to support a finding that she worked
t he specified nunber of hours per week to be eligible for the benefits. There is
i nsufficient evidence in the record to support a finding that Ms. Rueschenberg
was an "eligible enployee" of petitioner during any of the years in issue. That
bei ng the case, the enpl oyee benefit expense deductions clainmed on her account
are not allowabl e because petitioners have failed to establish that it was a
necessary busi ness expense for petitioner to have incurred those expenses.



Petitioners also face other obstacles to the enpl oyee benefit expense
deductions. The health insurance policy was a famly policy owed by petitioner.
Normal |y, the cost incurred by an individual for securing health insurance is a
personal or fam |y expense, the deduction of which is prohibited by section 262.

Taxpayers who elect to item ze deductions under section 63(e) can deduct
the cost of health insurance as a nmedi cal expense item zed deduction to the
extent allowed by section 213. Self-enployed individuals nmay deduct a percentage
of the cost of health insurance coverage for the individual and the individual's
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fam ly, regardless of whether the individual elects to item ze deductions. See
sec. 162(1).

M's. Rueschenberg was covered under the health insurance policy as a
menber of petitioner's famly, not as his enpl oyee. Because petitioners did not
elect to item ze deductions for any of the years in issue, even if Ms.
Rueschenberg did qualify for benefits as an eligible enployee under the plan,
petitioners would be, and are, only entitled to deduct a portion of the cost of
this health insurance for each year in issue as allowed under section 162(1).
Only the anount petitioner paid for health insurance during 1993 can be
determ ned fromthe evidence. The Court assunes that the sane information for
the other years is readily avail able and should not be in dispute and expects
the parties to take that information into account in the subm ssion of the Rule
155 conput ati ons.

Finally, the cost of Ms. Rueschenberg's |life insurance policy would not
be deductible even if she were an eligible enployee. Section 264(a)(1) provides
t hat no deduction shall be allowed for premuns on any life insurance policy if
t he taxpayer claimng the deduction is directly or indirectly a beneficiary
under the policy. Here petitioner is the naned beneficiary on Ms.
Rueschenberg's life insurance policy.

Consi dering the foregoing, petitioners are not entitled to a deduction for
t he enpl oyee benefit expenses clained on the
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Schedul e C for the business for each year in issue, and respondent's
determ nations in this regard are sustai ned.

Revi ewed and adopted as the report of the Small Tax Case Division.
To reflect the foregoing,

Decision will be
entered under Rul e 155.




